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Internal Revenue Code of 1954 is, where 
applicable, to be deemed a reference to 
the corresponding provision of the In-
ternal Revenue Code of 1939, or prior 
internal revenue laws. The provisions 
of prior internal revenue laws here in-
tended are the sections referred to in 
the sections of the Internal Revenue 
Code of 1939 which correspond to the 
sections of the Internal Revenue Code 
of 1954 referred to in section 1223. Thus, 
the sections corresponding to section 
1081(c) are section 371(c) of the Revenue 
Act of 1938 (52 Stat. 553) and section 
371(c) of the Internal Revenue Code of 
1939. The sections corresponding to sec-
tion 1091 are section 118 of each of the 
following: The Revenue Acts of 1928 (45 
Stat. 826), 1932 (47 Stat. 208), 1934 (48 
Stat. 715), 1936 (49 Stat. 1692), 1938 (52 
Stat. 503), and the Internal Revenue 
Code of 1939. 

[T.D. 6500, 25 FR 12005, Nov. 26, 1960, as 
amended by T.D. 7238, 37 FR 28717, Dec. 29, 
1972; T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1223–3 Rules relating to the holding 
periods of partnership interests. 

(a) In general. A partner shall not 
have a divided holding period in an in-
terest in a partnership unless— 

(1) The partner acquired portions of 
an interest at different times; or 

(2) The partner acquired portions of 
the partnership interest in exchange 
for property transferred at the same 
time but resulting in different holding 
periods (e.g., section 1223). 

(b) Accounting for holding periods of an 
interest in a partnership—(1) General 
rule. The portion of a partnership inter-
est to which a holding period relates 
shall be determined by reference to a 
fraction, the numerator of which is the 
fair market value of the portion of the 
partnership interest received in the 
transaction to which the holding pe-
riod relates, and the denominator of 
which is the fair market value of the 
entire partnership interest (determined 
immediately after the transaction). 

(2) Special rule. For purposes of apply-
ing paragraph (b)(1) of this section to 
determine the holding period of a part-
nership interest (or portion thereof) 
that is sold or exchanged (or with re-
spect to which gain or loss is recog-
nized upon a distribution under section 
731), if a partner makes one or more 

contributions of cash to the partner-
ship and receives one or more distribu-
tions of cash from the partnership dur-
ing the one-year period ending on the 
date of the sale or exchange (or dis-
tribution with respect to which gain or 
loss is recognized under section 731), 
the partner may reduce the cash con-
tributions made during the year by 
cash distributions received on a last-in- 
first-out basis, treating all cash dis-
tributions as if they were received im-
mediately before the sale or exchange 
(or at the time of the distribution with 
respect to which gain or loss is recog-
nized under section 731). 

(3) Deemed contributions and distribu-
tions. For purposes of paragraphs (b)(1) 
and (2) of this section, deemed con-
tributions of cash under section 752(a) 
and deemed distributions of cash under 
section 752(b) shall be disregarded to 
the same extent that such amounts are 
disregarded under § 1.704–1(b)(2)(iv)(c). 

(4) Adjustment with respect to contrib-
uted section 751 assets. For purposes of 
applying paragraph (b)(1) of this sec-
tion to determine the holding period of 
a partnership interest (or portion 
thereof) that is sold or exchanged, if a 
partner receives a portion of the part-
nership interest in exchange for prop-
erty described in section 751(c) or (d) 
(section 751 assets) within the one-year 
period ending on the date of the sale or 
exchange of all or a portion of the part-
ner’s interest in the partnership, and 
the partner recognizes ordinary income 
or loss on account of such a section 751 
asset in a fully taxable transaction (ei-
ther as a result of the sale of all or part 
of the partner’s interest in the partner-
ship or the sale by the partnership of 
the section 751 asset), the contribution 
of the section 751 asset during the one- 
year period shall be disregarded. How-
ever, if, in the absence of this para-
graph, a partner would not be treated 
as having held any portion of the inter-
est for more than one year (e.g., be-
cause the partner’s only contributions 
to the partnership are contributions of 
section 751 assets or section 751 assets 
and cash within the prior one-year pe-
riod), this adjustment is not available. 

(5) Exception. The Commissioner may 
prescribe by guidance published in the 
Internal Revenue Bulletin (see 
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§ 601.601(d)(2) of this chapter) a rule dis-
regarding certain cash contributions 
(including contributions of a de mini-
mis amount of cash) in applying para-
graph (b)(1) of this section to deter-
mine the holding period of a partner-
ship interest (or portion thereof) that 
is sold or exchanged. 

(c) Sale or exchange of all or a portion 
of an interest in a partnership—(1) Sale or 
exchange of entire interest in a partner-
ship. If a partner sells or exchanges the 
partner’s entire interest in a partner-
ship, any capital gain or loss recog-
nized shall be divided between long- 
term and short-term capital gain or 
loss in the same proportions as the 
holding period of the interest in the 
partnership is divided between the por-
tion of the interest held for more than 
one year and the portion of the interest 
held for one year or less. 

(2) Sale or exchange of a portion of an 
interest in a partnership—(i) Certain pub-
licly traded partnerships. A selling part-
ner in a publicly traded partnership (as 
defined under section 7704(b)) may use 
the actual holding period of the portion 
of a partnership interest transferred 
if— 

(A) The ownership interest is divided 
into identifiable units with ascertain-
able holding periods; 

(B) The selling partner can identify 
the portion of the partnership interest 
transferred; and 

(C) The selling partner elects to use 
the identification method for all sales 
or exchanges of interests in the part-
nership after September 21, 2000. The 
selling partner makes the election re-
ferred to in this paragraph (c)(2)(i)(C) 
by using the actual holding period of 
the portion of the partner’s interest in 
the partnership first transferred after 
September 21, 2000 in reporting the 
transaction for Federal income tax 
purposes. 

(ii) Other partnerships. If a partner 
has a divided holding period in a part-
nership interest, and paragraph (c)(2)(i) 
of this section does not apply, then the 
holding period of the transferred inter-
est shall be divided between long-term 
and short-term capital gain or loss in 
the same proportions as the long-term 
and short-term capital gain or loss 
that the transferor partner would real-
ize if the entire interest in the partner-

ship were transferred in a fully taxable 
transaction immediately before the ac-
tual transfer. 

(d) Distributions—(1) In general. Ex-
cept as provided in paragraph (b)(2) of 
this section, a partner’s holding period 
in a partnership interest is not affected 
by distributions from the partnership. 

(2) Character of capital gain or loss rec-
ognized as a result of a distribution from 
a partnership. If a partner is required to 
recognize capital gain or loss as a re-
sult of a distribution from a partner-
ship, then the capital gain or loss rec-
ognized shall be divided between long- 
term and short-term capital gain or 
loss in the same proportions as the 
long-term and short-term capital gain 
or loss that the distributee partner 
would realize if such partner’s entire 
interest in the partnership were trans-
ferred in a fully taxable transaction 
immediately before the distribution. 

(e) Section 751(c) assets. For purposes 
of this section, properties and potential 
gain treated as unrealized receivables 
under section 751(c) shall be treated as 
separate assets that are not capital as-
sets as defined in section 1221 or prop-
erty described in section 1231. 

(f) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. Division of holding period—con-
tribution of money and a capital asset. (i) A 
contributes $5,000 of cash and a nondepre-
ciable capital asset A has held for two years 
to a partnership (PRS) for a 50 percent inter-
est in PRS. A’s basis in the capital asset is 
$5,000, and the fair market value of the asset 
is $10,000. After the exchange, A’s basis in A’s 
interest in PRS is $10,000, and the fair mar-
ket value of the interest is $15,000. A received 
one-third of the interest in PRS for a cash 
payment of $5,000 ($5,000/$15,000). Therefore, 
A’s holding period in one-third of the inter-
est received (attributable to the contribu-
tion of money to the partnership) begins on 
the day after the contribution. A received 
two-thirds of the interest in PRS in exchange 
for the capital asset ($10,000/$15,000). Accord-
ingly, pursuant to section 1223(1), A has a 
two-year holding period in two-thirds of the 
interest received in PRS. 

(ii) Six months later, when A’s basis in PRS 
is $12,000 (due to a $2,000 allocation of part-
nership income to A), A sells the interest in 
PRS for $17,000. Assuming PRS holds no in-
ventory or unrealized receivables (as defined 
under section 751(c)) and no collectibles or 
section 1250 property, A will realize $5,000 of 
capital gain. As determined above, one-third 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00303 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



294 

26 CFR Ch. I (4–1–11 Edition) § 1.1223–3 

of A’s interest in PRS has a holding period of 
one year or less, and two-thirds of A’s inter-
est in PRS has a holding period equal to two 
years and six months. Therefore, one-third of 
the capital gain will be short-term capital 
gain, and two-thirds of the capital gain will 
be long-term capital gain. 

Example 2. Division of holding period—con-
tribution of section 751 asset and a capital asset. 
A contributes inventory with a basis of $2,000 
and a fair market value of $6,000 and a cap-
ital asset which A has held for more than one 
year with a basis of $4,000 and a fair market 
value of $6,000, and B contributes cash of 
$12,000 to form a partnership (AB). As a re-
sult of the contribution, one-half of A’s in-
terest in AB is treated as having been held 
for more than one year under section 1223(1). 
Six months later, A transfers one-half of A’s 
interest in AB to C for $6,000, realizing a gain 
of $3,000. If AB were to sell all of its section 
751 property in a fully taxable transaction 
immediately before A’s transfer of the part-
nership interest, A would be allocated $4,000 
of ordinary income on account of the inven-
tory. Accordingly, A will recognize $2,000 of 
ordinary income and $1,000 of capital gain 
($3,000–$2,000) on account of the transfer to C. 
Because A recognizes ordinary income on ac-
count of the inventory that was contributed 
to AB within the one year period ending on 
the date of the sale, the inventory will be 
disregarded in determining the holding pe-
riod of A’s interest in AB. All of the capital 
gain will be long-term. 

Example 3. Netting of cash contributions and 
distributions. (i) On January 1, 2000, A holds a 
50 percent interest in the capital and profits 
of a partnership (PS). The value of A’s PS in-
terest is $900, and A’s holding period in the 
entire interest is long-term. On January 2, 
2000, when the value of A’s PS interest is still 
$900, A contributes $100 to PS. On June 1, 
2000, A receives a distribution of $40 cash 
from the partnership. On September 1, 2000, 
when the value of A’s interest in PS is $1,350, 
A contributes an additional $230 cash to PS, 
and on October 1, 2000, A receives another $40 
cash distribution from PS. A sells A’s entire 
partnership interest on November 1, 2000, for 
$1,600. A’s adjusted basis in the PS interest at 
the time of the sale is $1,000. 

(ii) For purposes of netting cash contribu-
tions and distributions in determining the 
holding period of A’s interest in PS, A is 
treated as having received a distribution of 
$80 on November 1, 2000. Applying that dis-
tribution on a last-in-first-out basis to re-
duce prior contributions during the year, the 
contribution made on September 1, 2000, is 
reduced to $150 ($230–$80). The holding period 
then is determined as follows: Immediately 
after the contribution of $100 on January 2, 
2000, A’s holding period in A’s PS interest is 
90 percent long-term ($900/($900 + $100)) and 10 
percent short-term ($100/($900 + $100)). The 
contribution of $150 on September 1, 2000, 

causes 10 percent of A’s partnership interest 
($150/($1,350 + $150)) to have a short-term 
holding period. Accordingly, immediately 
after the contribution on September 1, 2000, 
A’s holding period in A’s PS interest is 81 
percent long-term (.90 × .90) and 19 percent 
short-term ((.10 × .90) + .10). Accordingly, $486 
($600 × .81) of the gain from A’s sale of the PS 
interest is long-term capital gain, and $114 
($600 × .19) is short-term capital gain. 

Example 4. Division of holding period when 
capital account is increased by contribution. A, 
B, C, and D are equal partners in a partner-
ship (PRS), and the fair market value of a 25 
percent interest in PRS is $100. A, B, C, and 
D each contribute an additional $100 to part-
nership capital, thereby increasing the fair 
market value of each partner’s interest to 
$200. As a result of the contribution, each 
partner has a new holding period in the por-
tion of the partner’s interest in PRS that is 
attributable to the contribution. That por-
tion equals 50 percent ($100/$200) of each part-
ner’s interest in PRS. 

Example 5. Sale or exchange of a portion of 
an interest in a partnership. (i) A, B, and C 
form an equal partnership (PRS). In connec-
tion with the formation, A contributes $5,000 
in cash and a capital asset (capital asset 1) 
with a fair market value of $5,000 and a basis 
of $2,000; B contributes $7,000 in cash and a 
capital asset (capital asset 2) with a fair 
market value of $3,000 and a basis of $3,000; 
and C contributes $10,000 in cash. At the time 
of the contribution, A had held the contrib-
uted property for two years. Six months 
later, when A’s basis in PRS is $7,000, A 
transfers one-half of A’s interest in PRS to T 
for $7,000 at a time when PRS’s balance sheet 
(reflecting a cash receipts and disbursements 
method of accounting) is as follows: 

ASSETS 

Adjusted 
basis 

Market 
value 

Cash ...................................................... $22,000 $22,000 
Unrealized Receivables ......................... 0 6,000 

Capital Asset 1 ............................... 2,000 5,000 
Capital Asset 2 ............................... 3,000 9,000 

Capital Assets ....................................... 5,000 14,000 

Total ........................................ 27,000 42,000 

(ii) Although at the time of the transfer A 
has not held A’s interest in PRS for more 
than one year, 50 percent of the fair market 
value of A’s interest in PRS was received in 
exchange for a capital asset with a long-term 
holding period. Therefore, 50 percent of A’s 
interest in PRS has a long-term holding pe-
riod. 

(iii) If PRS were to sell all of its section 751 
property in a fully taxable transaction im-
mediately before A’s transfer of the partner-
ship interest, A would be allocated $2,000 of 
ordinary income. One-half of that amount 
($1,000) is attributable to the portion of A’s 
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interest in PRS transferred to T. Accord-
ingly, A will recognize $1,000 oridnary in-
come and $2,500 ($3,500–$1,000) of capital gain 
on account of the transfer to T of one-half of 
A’s interest in PRS. Fifty percent ($1,250) of 
that gain is long-term capital gain and 50 
percent ($1,250) is short-term capital gain. 

Example 6. Sale of units of interests in a part-
nership. A publicly traded partnership (PRS) 
has ownership interests that are segregated 
into identifiable units of interest. A owns 10 
limited partnership units in PRS for which A 
paid $10,000 on January 1, 1999. On August 1, 
2000, A purchases five additional units for 
$10,000. At the time of purchase, the fair 
market value of each unit has increased to 
$2,000. A’s holding period for one-third 
($10,000/$30,000) of the interest in PRS begins 
on the day after the purchase of the five ad-
ditional units. Less than one year later, A 
sells five units of ownership in PRS for 
$11,000. At the time, A’s basis in the 15 units 
of PRS is $20,000, and A’s capital gain on the 
sale of 5 units is $4,333 (amount realized of 
$11,000¥one-third of the adjusted basis or 
$6,667). For purposes of determining the hold-
ing period, A can designate the specific units 
of PRS sold. If A properly identifies the five 
units sold as five of the ten units for which 
A has a long-term holding period and elects 
to use the identification method for all sub-
sequent sales or exchanges of interests in the 
partnership by using the actual holding pe-
riod in reporting the transaction on A’s Fed-
eral income tax return, the capital gain real-
ized will be long-term capital gain. 

Example 7. Disproportionate distribution. In 
1997, A and B each contribute cash of $50,000 
to form and become equal partners in a part-
nership (PRS). More than one year later, A 
receives a distribution worth $22,000 from 
PRS, which reduces A’s interest in PRS to 36 
percent. After the distribution, B owns 64 
percent of PRS. The holding periods of A and 
B in their interests in PRS are not affected 
by the distribution. 

Example 8. Gain or loss as a result of a dis-
tribution. (i) On January 1, 1996, A contrib-
utes property with a basis of $10 and a fair 
market value of $10,000 in exchange for an in-
terest in a partnership (ABC). On September 
30, 2000, when A’s interest in ABC is worth 
$12,000 (and the basis of A’s partnership in-
terest is still $10), A contributes $12,000 cash 
in exchange for an additional interest in 
ABC. A is allocated a loss equal to $10,000 by 
ABC for the taxable year ending December 
31, 2000, thereby reducing the basis of A’s 
partnership interest to $2,010. On February 1, 
2001, ABC makes a cash distribution to A of 
$10,000. ABC holds no inventory or unrealized 
receivables. (assume that A is allocated no 
gain or loss for the taxable year ending De-
cember 31, 2001, so that the basis of A’s part-
nership interest does not increase or de-
crease as a result of such allocations.) 

(ii) The netting rule contained in para-
graph (b)(2) of this section provides that, in 
determining the holding period of A’s inter-
est in ABC, the cash contribution made on 
September 30, 2000, must be reduced by the 
distribution made on February 1, 2001. Ac-
cordingly, for purposes of determining the 
holding period of A’s interest in ABC, A is 
treated as having made a cash contribution 
of $2,000 ($12,000–$10,000) to ABC on Sep-
tember 30, 2000. A’s holding period in one-sev-
enth of A’s interest in ABC ($2,000 cash con-
tributed over the $14,000 value of the entire 
interest (determined as if only $2,000 were 
contributed rather than $12,000)) begins on 
the day after the cash contribution. A recog-
nizes $7,990 of capital gain as a result of the 
distribution. See section 731(a)(1). One-sev-
enth of the capital gain recognized as a re-
sult of the distribution is short-term capital 
gain, and six-sevenths of the capital gain is 
long-term capital gain. After the distribu-
tion, A’s basis in the interest in PRS is $0, 
and the holding period for the interest in 
PRS continues to be divided in the same pro-
portions as before the distribution. 

(g) Effective date. This section applies 
to transfers of partnership interests 
and distributions of property from a 
partnership that occur on or after Sep-
tember 21, 2000. 

[T.D. 8902, 65 FR 57099, Sept. 21, 2000] 

SPECIAL RULES FOR DETERMINING 
CAPITAL GAINS AND LOSSES 

§ 1.1231–1 Gains and losses from the 
sale or exchange of certain prop-
erty used in the trade or business. 

(a) In general. Section 1231 provides 
that, subject to the provisions of para-
graph (e) of this section, a taxpayer’s 
gains and losses from the disposition 
(including involuntary conversion) of 
assets described in that section as prop-
erty used in the trade or business and 
from the involuntary conversion of 
capital assets held for more than 6 
months shall be treated as long-term 
capital gains and losses if the total 
gains exceed the total losses. If the 
total gains do not exceed the total 
losses, all such gains and losses are 
treated as ordinary gains and losses. 
Therefore, if the taxpayer has no gains 
subject to section 1231, a recognized 
loss from the condemnation (or from a 
sale or exchange under threat of con-
demnation) of even a capital asset held 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
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